This Working Paper should not be reported as representing the views of the IMF.
I. INTRODUCTION
Exchange rate assessments are at the core of Fund bilateral surveillance, 2 yet empirical analysis remains fraught with considerable uncertainty.
3 Estimation challenges are even more acute in the case of developing countries, due to poor data, frequent structural breaks, market imperfections and high macroeconomic volatility (also see Di Bella, Lewis and Martin, 2007) . In the case of Bostwana, the dependence on diamond exports, an exhaustible natural resource, adds to the challenges involved. First, existing methodologies are ill-suited to assess the implications for external stability and the exchange rate of the exhaustion of a natural resource within a predictable time-frame. Second, current account volatility is particularly high in natural resource exporters because of commodity price fluctuations, which makes it difficult to separate underlying trends from temporary fluctuations. Third, in countries that experience both rapid growth and change as well as high volatility, past values of fundamentals are poor guides of appropriate future values consistent with external stability and exchange rate equilibrium. 4 For these reasons, this paper combines various methodologies to assessing the level of the exchange rate in Botswana, explicitly taking into account the implications of its dependency on diamond exports. As discussed in IMF (2006) , the use of a combination of methods can help strengthen the robustness of the assessment, and a number of recent papers successfully implement an eclectic approach. 5 The external stability and exchange rate assessment for Botswana is thus based on the following:
• A description of balance of payments trends, vulnerabilities, and the evolution of a number of real effective exchange rate (REER) indices (CPI-based, productivity-based, and the internal terms of trade);
• An econometric estimation of the equilibrium real effective exchange rate (EREER), involving direct estimation of a reduced-form relationship between the real exchange rate and its fundamental determinants; 6 • An assessment of the sustainability of the projected current account and net foreign assets (NFA) position that explicitly takes into account the exhaustibility of diamond receipts: it 2 See the IMF's 2007 Bilateral Surveillance Decision, effective since June 15, 2007. 4 compares the projected current account path to a trajectory consistent with medium-term fiscal sustainability; and
• An assessment of competitiveness based on non-price indicators, such as external sector outcomes, production costs and the quality of the business environment.
Results indicate that, overall, Botswana's REER is close to its medium-term equilibrium value, based on past trends in fundamental determinants. However, a forward-looking assessment taking into account the need to accumulate savings to sustain imports and consumption beyond the horizon of diamond production suggests that larger current account surpluses may be needed. Alternative REER indices and structural competitiveness indicators also point to several areas that the government should continue to target: (i) declining labor productivity in tradables (except mining), particularly in manufacturing industries; (ii) high utility prices and inadequate information technology and communication infrastructure; (iii) a skills mismatch, compounded by difficulties in hiring expatriate skilled labor, and other labor market rigidities; and (iv) other competitiveness obstacles such as difficult access to land and the high cost of financing for small enterprises.
II. EXTERNAL SECTOR DEVELOPMENTS AND KEY VULNERABILITIES

A. Balance of payments
Current account developments and main vulnerabilities are closely linked to diamond exports ( Figure 1 ). For 2006, diamond exports represented 74 percent of total goods exports and 32 percent of GDP. Historically, the 1980s were characterized by average current account deficits of about 8 percent of GDP, driven by large (though declining) imports and in the early 1980s a dip in diamond export receipts. The 1990s saw more stable diamond exports and a comfortable current account surplus, averaging about 8 percent of GDP between 1990 and 2006. Diamond and current account developments seem to have been driven by terms of trade movements (reflecting mainly changes in diamond prices).
Current account volatility is high. The average annual standard deviation for the current account in the period 1990-2006 is 5 percent of GDP, and for terms of trade it is about 20 percentage points. Such volatility makes it difficult to retrieve some notion of "underlying current account." Nevertheless, aside from an above-average peak in [2005] [2006] [2007] linked to the 2004-05 devaluations and the switch to a crawling peg (as well as to higher diamond production and minerals prices), the current account trajectory is expected to remain within historical standard deviations.
There seem to be no significant balance sheet vulnerabilities stemming from the capital and financial account. The capital and financial account surplus averaged about 7½ percent of GDP during the 1980s, with annual net foreign direct investment (FDI) flows accounting for about 4 percent of GDP and other capital inflows accounting for the rest. During the 1990s the capital and financial account surplus declined to about 1 percent of GDP on average: FDI and other flows were almost nonexistent. This account turned slightly negative starting in 1999, reflecting offshore investments by the rapidly growing pension funds, particularly after the Public Officers Pension Fund was set up in 2001. External debt at less than 3 percent of GDP is extremely low, and direct foreign exchange exposures of the financial sector are limited, so that exchange rate and liquidity risks are well contained. The recent financial sector assessment indicates that the banking sector could be mostly vulnerable to credit risk stemming from a global downturn that led to a fall in diamond revenues. 7 The capital and financial account is projected to shift to net inflows of about 2 percent through 2015, thanks to temporarily higher FDI flows associated with mining and energy projects.
Reserve coverage is adequate. The current account surpluses have allowed for the accumulation of a significant stock of reserves, amounting to 75 percent of GDP at the end of 2006, of which 20 percent of GDP (about 6 months of imports) are liquid reserves and 55 percent (about 19 months of imports) represent the Pula Fund. 8 The rate of growth of NFAs fell below that of nominal GDP in 1998, at which point NFAs as a percent of GDP started 7 See Botswana─Financial Sector Stability Assessment, SM/07/367. 8 The Pula Fund is composed of the government's investment account, which reflects savings from accumulated fiscal surpluses held with the central bank, and the central bank's reserve accumulation above the target for liquid reserves. Pula Fund assets are invested in longer-term instruments, with the objective to ensure that national savings are deployed to contribute to sustainable economic development. 1 9 9 1 1 9 9 2 1 9 9 3 1 9 9 4 1 9 9 5 1 9 9 6 1 9 9 7 1 9 9 8 1 9 9 9 2 0 0 0 declining. 9 However, the central bank explicitly targets 6 months of import cover for liquid reserves, and there are specific triggers for when Pula Fund assets could be accessed (e.g., in case of simultaneous adverse shocks, though the first line of defense would be corrective macroeconomic policies, or seeking external funding of development projects.) The current liquid reserve coverage is sufficient to withstand a two-standard-deviation adverse current account shock for two years.
B. Evolution of REER indices
All REER measures indicate that the real appreciation between 2000-2004 was more than offset by devaluations in 2004 and 2005 and the subsequent switch to a crawling peg exchange rate regime (Figure 2) . Movements in the CPI-and productivity-based REER begin with a decade of relative stability starting in 1990, followed by a trend appreciation starting in about 2000, that was reversed by the devaluations and the switch to a crawling peg.
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Although both the CPI and the relative productivity-based REERs moved together between 1995 and 2000, the real appreciation and subsequent depreciation were more pronounced in the relative productivity-based REER. By the end of 2006, the annual CPI-based REER was 5 percent below its average annual value for 1995-2000, and the productivity-based REER was10 percent below. Although the gap between the two has recently been narrowing, the bilateral real exchange rates of the main import (South Africa) and export (United States) trading partners have tended to move in opposite directions.
The availability of sectoral productivity data helps understand some of the potential sources of the real appreciation. The evolution of the components of the CPI-based REER shows that the appreciation was mainly caused by a trend increase in relative prices, while the nominal effective exchange rate started appreciating at a faster pace around 2000. From the productivity-based REER and the internal terms of trade measure (ITT 11 ), it appears that the relative price increase was linked to rapid productivity improvements in the diamond sector (which largely dominates tradables). Excluding mining, labor productivity in tradables versus nontradables in Botswana has been declining compared to trading partners. Mining wage increases may have led to wage and price increases in the nontradables sectors (a classic symptom of Dutch disease), as reflected in some increase in the relative price of nontradables versus tradables.
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The nominal appreciation may have been due to strong foreign exchange inflows in the wake of an increase in diamond export and large current account surplus in 2000. Mannathoko (2008) also indicates the need to determine whether or not the nominal exchange rate appreciation was induced to some extent by the removal of exchange controls in 1999. That measure might have induced rand-denominated capital inflows that led to nominal effective exchange rate appreciation. J a n -0 0 J a n -0 1 J a n -0 2 J a n -0 3 J a n -0 4 J a n -0 5 J a n -0 6 J a n -0 7 
III. EQUILIBRIUM EXCHANGE RATE ESTIMATION
In this section, we estimate an equilibrium real exchange rate for Botswana to inform our assessment of exchange rate valuation. We use the behavioral equilibrium exchange rate model (BEER) to assess whether and the extent to which REER movements reflect either an equilibrium adjustment to changing fundamentals or a deviation from its equilibrium level. Our assessment extends the exchange rate analysis in Iimi (2006) .
A. Behavioral equilibrium exchange rate approach
This approach estimates the EREER by identifying structural determinants using an exchange rate model. 13 The framework adopted in this paper is based on that proposed by 9 Clark and MacDonald (1999) . The starting point is the real interest rate parity condition, where the change in the real exchange rate (q) is equal to the real interest rate (r) differential plus a risk premium (ρ). This parity condition can be expressed as:
where q e t+k is the expectation of the real exchange rate at period t+k. The future expected real exchange rate is then interpreted as the long-run component of the real exchange rate, which is assumed to be a function of macroeconomic fundamentals.
Iimi (2006) estimates a long-run equilibrium equation for Botswana that incorporates the real interest rate differential, terms of trade, NFA, the relative price of domestic nontradables to tradables, and a risk premium factor, defined as the difference between Botswana's fiscal deficit and the weighted average of the deficits of its trading partners. Because Botswana has a large fiscal surplus, almost no external debt, and very limited domestic capital markets, specifying a risk premium may not be relevant. Therefore, in line with the literature, we instead use the ratio of government spending to GDP as one of the fundamental determinants of the equilibrium exchange rate (IMF, 2006) . Our initial specification also includes a measure of trade openness.
14 Figure 3 plots the variables.
• Terms of trade: A positive terms of trade movement would either appreciate the nominal exchange rate or increase domestic demand through the wealth effect, leading to upward pressure on the relative price of nontradable goods and an REER appreciation.
• Capital flows (proxied by the NFA of the banking system relative to GDP): An increase in capital inflows would either appreciate the nominal exchange rate or increase domestic demand through the wealth effect, causing the REER to appreciate.
• Relative productivity: Less developed economies tend to experience productivity improvements in the tradable goods sector as they converge toward more advanced economies. As productivity increases, wages and prices of nontradable goods will tend to increase relative to those of trading partners, causing the domestic currency to appreciate in real terms. This captures the Balassa-Samuelson effect. Our estimation uses a relative productivity index 15 to capture this effect, rather than the relative price of nontradables to tradables used in Iimi (2006) .
• Government spending: The impact of government consumption on the REER would depend on the share of tradables in government spending. If the government spends 14 The weights attached to both the net foreign assets and the fiscal deficit differential are not statistically significant in Iimi's estimation. relatively more on nontradables, an increase in consumption should lead to REER appreciation.
• Trade openness (proxied by the ratio of exports and imports of goods and services to GDP): A more open trade regime with fewer restrictions will tend to lower the domestic price of tradable goods, resulting in a depreciation of the REER. 8 1982 1985 1988 1991 1994 1997 2000 2003 2006 Relative productivity (log) 
B. Estimation results
Analysis of the order of integration of the REER and the variables in our empirical model indicates that they are integrated of order one, based on the augmented Dickey-Fuller tests (Appendix Table 1 ). We then estimate a vector error correction model (VECM), employing the Johansen methodology (1995) to identify a long-run (cointegration) relationship between the exchange rate and macroeconomic fundamentals.
We first determine the appropriate lag-length of the VAR. As the sample size is small, we start with a VAR with two lags, then estimate a VAR with one lag, and test whether the simplification from two to one lag is statistically valid using an F-test of the residuals. Here the F-statistic is strongly significant, indicating that the specification with two lags is the appropriate one (Appendix Table 2 ).
The Johansen procedure is then applied to test for the existence and the number of cointegrating equations; two are found in the initial set of dependent and explanatory variables. Because the sample size is small and the presence of more than one cointegrating equation complicates identification of the equilibrium relationship between the REER and its fundamental determinants, we look for a combination of explanatory variables, to include the key REER determinants, but with just one cointegrating vector.
Our preferred specification includes the real interest rate differential (r-r*); the terms of trade (ltot); government consumption (lgc_gdp); and relative productivity (lrelprod). We found that the NFA and the indicator of trade openness were not significant determinants of the REER. 16 Results from the Johansen trace and the maximum eigenvalue cointegration tests indicate that there is one cointegrating vector in the estimated system at the 95 percent level of confidence (Appendix Table 3 ); the coefficients of the cointegrating vector are plausible in magnitude and with the expected signs. All of the coefficients in this specification were determined to be statistically significant with the exception of the terms of trade (Appendix Table 4 ). The resulting long-run equilibrium equation is written as follows (t-statistics between brackets): Figure 2) , formal tests do not reject normality and no autocorrelation (Appendix Table 5 ).
Using Hodrick-Prescott filters of these fundamental determinants of the REER as proxies for their equilibrium values, we then estimated the equilibrium long-run real exchange rate for Botswana, along with a 95 percent confidence interval around the equilibrium (Figure 4) . 16 Net foreign assets were not found to have an important role in determining the exchange rate. This likely reflects the privatization of the public pension system, which resulted in a large decline in the ratio of net foreign assets to GDP from 2001 to 2005 as the government drew down its investment account with the central bank to transfer assets to domestic pension funds, only part of which were reinvested in foreign assets. At the same time there was an appreciation of the real exchange rate due to the depreciation of the rand. Although he included this in his final estimation, Iimi (2006) also determined that changes in net foreign assets did not have a significant role in determining the equilibrium exchange rate in Botswana. 17 In the appendix figure, values below 1 indicate stable coefficients. 18 An alternative would be to explicitly account for regime changes that may cause breaks in the series in the model. We estimated a modified model that included exogenous impulse time dummies covering the removal of exchange controls in 1999 and the devaluations and change of exchange rate regime in 2004-05. The coefficients on the dummy variables were not significant. Results of EREER estimation must, however, be interpreted with caution. As with all econometric methods, issues of data quality, limited time series (a particular problem in cointegration analysis), sensitivity of the results to sample period, choice of variables, and the smoothing method used to retrieve the fundamentals will influence the results derived from estimating a reduced-form equation for a single country. Equilibrium exchange rate estimation may not be robust to the choice of estimation method─single country versus panel─either (Chudik and Mongardini, 2006, Roudet, Saxegaard and . However, our results remain consistent with Iimi's findings: the coefficients on the common variables are of similar magnitude and the coefficient on our productivity variable is more plausible, this for a longer sample and a different set of explanatory variables.
IV. EXTERNAL SUSTAINABILITY APPROACH
One of the three methodologies put forward by the IMF's Consultative Group on Exchange Rate Issues (CGER), the external sustainability approach relies on the intertemporal budget constraint for the whole economy. It involves calculating the current account balance-to-GDP ratio that would stabilize the NFA position at some benchmark value. Unlike the EREER approach, this is not an econometric approach, and it is based on fairly straightforward assumptions about GDP growth and inflation. Assuming no capital gains, zero errors and omissions and no capital transfers, the current account that stabilizes NFAs at the benchmark level b s is given by:
Where g is the GDP growth rate and π is the inflation rate (IMF, 2006).
The main difficulty is to select a sensible benchmark value for the NFA position. The CGER methodology uses a backward-looking benchmark (latest actual value), to allow for crosscountry comparisons. For exporters of exhaustible natural resources, however, the NFA benchmark consistent with external sustainability becomes a policy target and can be given a more forward-looking, normative content. Specifically, the sustainable current account or NFA position can be defined analogously and consistently with the requisites for mediumterm fiscal sustainability. In the fiscal sustainability analysis, the sustainable overall fiscal balance is defined as the difference between total revenue (mineral and non-mineral) and permanent income (non-mineral revenue + annuity from projected stream of mineral revenue) or, more simply, the difference between mineral revenue and the annuity. In terms of external sustainability, this analysis implies that the sustainable current account position can be calculated as the difference between mineral exports and the annualized discounted value of the projected stream of mineral exports. 19 The annuity is calculated here so as to remain a constant share of GDP through the period. While there are other ways to model the annuity (e.g. keeping it constant in real terms or as a share of per capita GDP), the method chosen here easily translates into the definition of a sustainable current account-to-GDP ratio.
This approach helps define a simple benchmark against which to assess the actual and projected current account trajectory, but it does not take into account different savings and investment preferences nor feedback effects on medium-term growth. In the external sustainability analysis, medium-term growth, inflation, and interest and discount rates are exogenously given. Sensitivity analysis can help assess the robustness of these assumptions (see below), but a fully specified model would be needed in order to capture different savings preferences, as well as the impact of current investment on future growth. 20 While the permanent income framework may be a good characterization of optimal policies in countries which have already reached a growth steady-state, it may be less accurate/useful for developing countries with substantial need for investment in physical and human capital.Furthermore, decisions on how much of the mineral revenue is saved or spent have monetary and exchange rate implications, and thus affect the level of the real effective exchange rate (Mannathoko, 2008 ).
The sustainable current account path for Botswana may be somewhat above the projected path based on current policies (Figure 5 ). The assumptions used to calculate the baseline and alternative sustainable balance are summarized in Table 1 . Based on these, the annuity value of diamond receipts is calculated to be about 9.2 percent of GDP. Over the projection period the actual current account path stays below the sustainable current account benchmark by an average of about 3½ percent of GDP (between 2007 and 2015 the average projected current account is about 10½ percent of GDP while the sustainable current account is at 14 percent of GDP). In contrast with the results of the equilibrium exchange rate analysis above, this would imply a slightly overvalued exchange rate. However, the projected lower surpluses for 2007-2013 are transitory: they reflect imports of capital goods linked to large mining and energy projects. As these projects are mostly financed by FDI inflows, and as long as their returns are higher than would be derived from the accumulated financial savings from diamond exports, such investment would be consistent with long-run current account sustainability.
Sensitivity analysis shows that a lower discount rate (see alternative scenario in Table 1 ), which would imply that greater value is attached to future imports and consumption, would lower the annuity value. This would lead to a continuing need for higher savings, and would further increase the gap between the actual and sustainable current account. On the other hand higher diamond revenue (assuming diamond exports stabilize at 25 percent of GDP between 2010 and 2015 instead of declining) would both allow for higher annual savings and improve the projected current account, thus narrowing of the gap between the sustainable and projected current account surplus. Saving the difference between diamond export revenues and the annuity under the sustainable current account path also provides a sustainable benchmark path for NFAs. New NFA accumulation is driven each year by saving (and investing) the difference between diamond exports and the annuity, and the annuity is calculated so as to generate sufficient financial assets to sustain imports through 2050. However, this analysis abstracts from important additional considerations, namely (i) the starting stock of NFAs; (ii) the need for NFAs to include not only resource savings but also sufficient liquid reserves to help cushion external shocks; and (iii) significant movements in the capital and financial accounts.
• Taking into account the current stock of NFAs would allow for more flexibility in determining the sustainable current account path through 2050. 21 At year-end 2006, NFAs amounted to 75 percent of GDP, and included both liquid reserves of about 6 months of imports (about 20 percent of GDP) and longer-term savings in the Pula Fund (another 55 percent of GDP). If one includes the Pula Fund (or some portion of it) as the starting amount of savings, then either annual savings out of diamond export receipts can be smaller to sustain imports at the permanent level until 2050, or that level can be sustained for a longer period.
• In addition to allow to sustain a permanent level of import through the end of the period, reserves should provide a cushion against terms of trade and other shocks. If the Bank of Botswana was to maintain the current policy of keeping liquid reserves at about 6 months of imports, in addition to saving the annuity, then the NFA stock─even starting from the end-2006 NFA position─would be rapidly drawn down.
• Finally, the evolution of FDI and portfolio flows might be different depending on how the large energy and mining projects are financed.
Simple calculations using the above formula and the assumptions about long-run growth and inflation of table 1 illustrate the first two points. If one was to stabilize NFAs at the permanent consumption level, consisting of the sum of the annuity (9.2 percent of GDP) and average non-diamond exports (about 16 percent of GDP), then the current account surplus would have to be at about 20 percent of GDP, close to its current level. However, if one wanted to also maintain a liquid reserve coverage of about 6 months of imports (about 10 percent of GDP), then the sustainable current account surplus would have to be about 37 percent of GDP.
V. EXPORT PERFORMANCE AND NONPRICE COMPETITIVENESS INDICATORS
A. External sector outcomes
Export performance has been disappointing ( Figure 6 ). The share of total exports in GDP has been roughly constant since 1997, and the share of non-mining exports in non-mining GDP actually declined by 10 percentage points between 1997 and 2006, from 18 to 8 percent. Growth in the volume of both diamond and other exports has declined in recent years. In terms of market shares, Botswana's exports do perform better than other SACU members (excluding South Africa) thanks to diamonds, but remain far behind South Africa. Botswana's share of world trade has also been stagnant in recent years. The recent improvement in export profitability is due to a combination of higher export prices following the devaluation and to modest improvements in productivity, mostly in mining activities.
Sectoral productivity trends show a worrying decline in labor productivity in tradables sectors other than mining. Productivity in transport and manufacturing has been declining since the late 1990s, though there appears to have been an uptick in the past two years. In nontradables, only utilities show a strong improvement in labor productivity. 1 9 7 9 / 8 0 1 9 8 1 / 8 2 1 9 8 3 / 8 4 1 9 8 5 / 8 6 1 9 8 7 / 8 8 1 9 8 9 / 9 0 1 9 9 1 / 9 2 1 9 9 3 / 9 4 1 9 9 5 / 9 6 1 9 9 7 / 9 8 1 9 9 9 / 0 0 2 1 9 7 9 / 8 0 1 9 8 1 / 8 2 1 9 8 3 / 8 4 1 9 8 5 / 8 6 1 9 8 7 / 8 8 1 9 8 9 / 9 0 1 9 9 1 / 9 2 1 9 9 3 / 9 4 1 9 9 5 / 9 6 1 9 9 7 / 9 8 1 9 9 9 / 0 0 2 1 9 9 5 1 9 9 6 1 9 9 7 1 9 9 8 1 9 9 9 2 0 0 0 2 0 0 1 2 0 0 2 2 0 0 3 2 0 0 4 2 0 0 5 2 0 0 6
B. Nonprice indicators of competitiveness
Infrastructure costs
Infrastructure costs in Botswana have been higher than in other countries in the region (Table  2) . Although airfreight costs to Europe appear competitive, except with respect to South Africa, sea freight costs to Europe are higher. Utility costs (water, electricity and telecommunications) are higher than in the region. Another issue is the high cost and deficiencies in information technology (IT) infrastructure, and the government monopoly on voice-over-internet-protocol (VOIP) services (BIDPA, World-Bank, 2005) . 
Survey-based measures of competitiveness
The results of recent competitiveness surveys are mixed, but indicate a somewhat worse performance for Botswana than for direct competitors in the region, notably South Africa.
Competitiveness rankings across countries and over time must be interpreted with caution: underlying surveys may not be strictly comparable across countries, and the evolution of a country's ranking is influenced by the (varying) total number of countries included. Overall, Botswana tends to perform better than Lesotho and Swaziland in each year, but worse than the other upper middle-income countries in the group, in particular South Africa (Table 3) .
Perceived impediments to doing business in Botswana are related to the labor force and the functioning of the labor market, an inefficient government bureaucracy, inadequate and highcost infrastructure, as well as issues of access to and cost of finance, in particular for smaller firms. 22 Labor market issues include a skills mismatch that leads to both high unemployment and shortages of skilled labor, compounded by difficulties in obtaining work/residence permits for expatriate skilled workers. The HIV/AIDS epidemic is also taking its toll on productivity of the workforce. Although access to financial services is available to a larger share of the population in Botswana than in other countries in the region, small and mediumsized businesses find it difficult or too costly to obtain loans. 23 A 2004 FIAS report on obstacles highlighted these issues and also focused on the need for Botswana to improve the regulatory environment and remove administrative barriers to investment. In particular, it encouraged the authorities to continue their efforts to improve operational efficiency of public service and administration. 
VI. SUMMARY AND CONCLUSIONS
Using a combination of approaches, the paper finds that Botswana's REER is broadly in line with economic fundamentals and consistent with external sustainability. A description of balance of payments and real effective exchange rate developments indicates no immediate threat to external stability: current account volatility is high due to the dependence on diamond exports, but reserve coverage is adequate and there are no significant balance sheet vulnerabilities stemming from the capital and financial account. REER measures indicate that the 2004-2005 devaluations and the switch to a crawling peg regime have undone the previous overvaluation, which was linked to poor productivity in nontradables versus tradables relative to Botswana's trading partners, and restored REER stability. Equilibrium exchange rate estimation confirms that, after a period of overvaluation, Botswana's REER is now broadly consistent with economic fundamentals (though the small sample size limits the reliability of the results). Based on current policies, the projected current account path through 2015 is consistent with external sustainability, provided that the future return of investments in mining and energy is higher than that on accumulating financial assets.
Export performance and other indicators suggest a number of structural competitiveness obstacles that could explain the low labor productivity and poor export and export diversification outcomes. Being a small, landlocked, and partly arid country, Botswana faces a number of "natural" competitiveness obstacles that weigh on the ability to diversify the non-mineral part of the economy. The small size of the domestic market makes it unattractive to large foreign investors outside mining, and utilities costs are higher than in neighboring countries, raising production costs. The recent fall in nondiamond export volume growth and declining labor productivity in non-mining tradables are worrisome trends, and the authorities have rightly made productivity enhancements and export diversification national priorities. Competitiveness surveys suggest a number of priority areas:
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• Labor market and education reforms aiming at easier access to work and residence permit for expatriate skilled workers, and adapting education and vocational training to the skill requirements of the economy;
• Continuing efforts to improve the efficiency of the government and the regulatory environment. Following the 2004 FIAS report, the government is following up on the recommendations to improve procedures such as company licensing, reducing the time it takes for new businesses to get connected to utilities; it is also revising the foreign investment code and setting up a new competition policy. Further and perhaps faster progress in these areas would go a long way to increase the attractiveness of Botswana as an investment destination.
• Implementing an appropriate mix of fiscal and monetary/exchange rate policy that allows for lower real interest rates, and streamlining and/or privatizing publicly-subsidized financial services. These measures would reduce the cost of, and enhance access to financing for small and medium-sized enterprises.
APPENDIX Data Sources
The REER is the multilateral CPI-based exchange rate of the pula, as calculated by the IMF Effective Exchange Rate Facility.
real interest rate differential (r-r*): The Botswana real interest rate refers to the CPIdeflated prime lending rate; data on both CPI and the prime lending rate are taken from the IMF, International Financial Statistics (IFS). The foreign real interest rate is defined as the weighted average of long-term government bond yields, deflated by the CPI, for trading partner countries; data are taken from the IFS. .00
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